This internationalization of capital accounts will allow Chinese households, firms, and institutional investors to diversify their portfolios and invest in international markets. As a result, the structure of capital flows from China to the United States will change from official purchases of U.S. Treasury securities by the Chinese government to private investment, such as through foreign direct investment and purchases of debt and equity portfolios.
In this essay, we study the net external position 2 of the United States and China from the mid-2000s to explain why Chinese residents are buying foreign assets.
Since 2005, the United States has accumulated a current account deficit, while China has accumulated a current account surplus. 3 Panels A and B of the figure show the current accounts (as a percent of GDP) for the two coun- tries. The accumulated U.S. current account deficit implies that the United States has been importing more goods and services than it exports, hence it has been exporting more financial assets-claims on future income. In other words, the United States has become a net borrower from the rest of the world because it has run a persistent current account deficit. The opposite is true for China. With a current account surplus, China is a net lender to the rest of the world, mainly the United States, which is reflected in its positive net foreign position (Panel C). In other words, China has been financing the U.S. current account deficit by buying U.S. assets.
A country's net external position is determined by its accumulated current account deficits and surpluses and by changes in the domestic-currency value of its assets and liabilities. A closer look at the composition of the net foreign asset positions of the two countries reveals the following: Even though the United States is a net borrower, its net income has been positive and increasing (Panel D). That is, the return it has been receiving from its assets is higher than the return that it has been paying for its liabilities (i.e., it has had a positive net international investment flow). China's net international investment flow, however, reveals the opposite: China has been paying a higher return from its liabilities than it has been receiving from its external assets (Panel C).
Lane and Milesi-Ferretti 4 show that U.S.-owned assets consist mainly of portfolio equity and derivatives that pay higher returns than its liabilities, which are mainly U.S. Treasury bills. Gourinchas and Rey 5 call this difference the "exorbitant privilege": Because the U.S. dollar is perceived as a low-risk currency, the U.S. return from external assets is higher than the return it pays for external liabilities. Most of China's assets are sovereign bonds from low-risk countries, such as the United States, which pay a low return, whereas its liabilities are mainly foreign direct investment in China, which is riskier and pays a higher return. As a result, China has a negative net international investment flow despite being a net lender.
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Recent policies in China could change the structure of capital flows from China to the United States.
By allowing the purchase of foreign assets, China may reverse the sign of its net international income flow; that is, it could start earning higher returns than those paid by safe but low-yield bonds. This shift could reduce China's currency risk if the U.S. dollar depreciates. If it also reduces official purchases of U.S. assets, the yield the United States must pay on those assets may increase slightly. n 2 A country's net external position is the nation's stock of external (foreign) assets less its stock of external liabilities. 3 The net current account is a nation's savings less its investment. It is the sum of net exports (exports less imports), net primary income, and net secondary income. A current account surplus is when the nation is a net lender to the rest of the world, and a current account deficit is when the nation is a net borrower from the rest of the world. 
